Abstract
Problem facing the financial analyst
It is generally accepted that for an enterprise to survive, prosper and grow in the present inflationary and recessionary economic environment, good control should be exercised over cash flows.
One of the major problems encountered by the financial analyst in projecting and evaluating the cash flows of an enterprise is that existing cash flows may change due to the influences of future opportunities and threats. The analyst should therefore attempt to identify future events, assess the resulting changes in existing cash flow patterns and evaluate the effect thereof on his cash flow projections.
The following aspects of this problem warrant closer scrutiny:
• the need for historical cash flow information • the need to predict future cash flows • the effects of uncertain future events on cash flow patterns.
• the influence of financial flexibility on cash flow patterns.
An increasing number of enterprises are enhancing the reporting value of their financial statements by including historical cash flow statements. The information on historicar cash flows assists the financial analyst in identifying the current cash flow patterns of the enterprise. This enables him to project future cash flows and to determine their influence on the future liquidity, profitability, solvency and risk of the enterprise.
Projected cash flows may indicate whether the enterprise is generating sufficient cash to:
• maintain its current operating capacity • pay its liabilities, interest and divident on due dates • invest in the future expansion and growth • survive in the current inflationary environment.
Thus the information derived from the future cash flows contribute to the analyst's knowledge of the enterprise and ultimately to the final decision of whether to invest or not.
An enterprise operates in a dynamic environment where even daily events, be they threats or opportunities, may alter the envisaged strategies of the enterprise. It is further apparent that such events may alter the cash flow patterns of the enterprise. The financial analyst needs to take cognisance of the potential effects that unexpected future events may have in determing his cash flow projections. It is difficult to predict future threats and opportunities but the analyst should use his knowledge of the enterprise, the industry and his economic forecasts to identify some of these future events.
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The environment in which enterprises operate forces them to review and alter their cash flow patterns regularly. As unexpected adversities and opportunities assail the enterprise, management will weigh the available strategies and will select the most feasible alternative to meet the changed circumstances. The set of feasible alternatives available to management to change, inter alia, the current cash flow patterns may be described as the financial flexibility of the enterprise. The analyst needs to evaluate and assess the influence of financial flexibility as this may have a direct impact on the future success of the enterprise.
The projection of future cash flows is complicated by the uncertainty of the future events and the uncertainty of the enterprise's reactions to these events. Information on financial flexibility can assist the analyst by identifying feasible alternatives and thus reducing the uncertainty of the enterprise's reactions to future events. This is confirmed in The Discussion Memorandum (1980) issued by the Financial Accounting Standards Board (FASB), which states that information on financial flexibility is relevant for the assessment of only part of the uncertainty in the cash flow prospects of an enterprise. It is further apparent that the greater the number of feasible alternatives available to an enterprise, the higher the financial flexibility of the enterprise. It follows that a high level of financial flexibility reduces the number of threats and increases the available opportunities to the enterprise.
The influence and importance of financial flexibility on the future cash flows of an enterprise is addressed in this paper. In particular, the need of the analyst for information on financial flexibility to assist in predicting cash flows is contrasted to the minimum information on financial flexibility presently required and disclosed in the financial statements of enterprises.
A review of available literature has indicated that little emphasis has as yet been placed on the importance of information on financial flexibility in South Africa. This may largely be due to the fact that the needs of the users of financial statements for information on financial flexibility have not yet been researched. In the United States, a Discussion Memorandum (1980) on reporting funds flows, liquidity and financial flexibility, addressed in some depth, the importance of, and the type of information on, financial flexibility that could be included in the corporate report of enterprises. No evidence could be found of any such specialised research study completed in South Africa. Thus, the specific needs of users in South Africa for information on financial flexibility have not yet been identified.
Financial analysts' need for information on financial flexibility
As information on financial flexibility is important to the analyst in predicting cash flows, the relevant and useful information which should be available to the user, is now addressed. To identify the information needs of the analyst, it is necessary however to define financial flexibility.
Financial flexibility is defined in paragraph 16 of Discussion Paper 8 (1985) :
"Financial flexibility may be regarded as the ability to con- It may be concluded from the above definitions that the information on financial flexibility should identify the feasible alternatives available to management to change the current cash flow patterns of the enterprise in response to threats and opportunities.
The Discussion Memorandum (1980) issued by the Financial Accounting Standards Board (FASB) identifies the importance of financial flexibility as being: " ... a measure of the adaptability of a business. The need for adaptability may be offensive or defensive. A business may need financial flexibility to take advantage of an unexpected new investment opportunity or to survive a crisis resulting from a change in operating conditions. Financial flexibility comes from quick access to cash. A financially flexible business may have a large inflow of cash from operations, large borrowing capabilities, or assets that can be realized quickly in significant amounts."
In the light of the definitions on financial flexibility, it is now possible to address the needs of analysts, as a major user group of financial statements, for information on financial flexibility. It has been established in reviewing the problems that analysts encounter that they will benefit from information on financial flexibility.
General information requirements
Some of the general information requirements to evaluate financial flexibility can be identified. In an attempt to establish guidelines for evaluating potentially useful information, four major groups of information, not necessarily mutually exclusive, are identified:
• the potential for utilising finance • the potential for altering investment strategies • the potential for altering operations • other qualitative and quantitative information.
The potential for utilising finance Information on the potential for utilising finance may be subdivided into the potential to raise and repay equity capital, the potential to raise and repay outside finance and the potential for changing the existing financing structures.
Information on the potential to raise and repay equity capital is useful to the analyst in establishing the probability of the enterprise issuing or redeeming share capital in response to future events. Relevant information on this type of financial flexibility may include the details of unissued shares, the latest share issue prices, the premiums payable on the redemption of preference shares, the dividend policy, details of share options, present market prices and details of any conversion rights. The analyst requires adequate information to be able to assess the amount and timing of cash flows from the issue or repayment of shares as well as the payment of dividends.
For information about the potential for raising or repaying outside finance, the conditions and durations of all existing loans should be available. If the Articles of Association of the enterprise impose limitations on the borrowing capacity, then the unutilised borrowing capacity is important information in evaluating the financial flexibility of the enterprise for raising out-
The Investment Analysts Journal -Winter 1988 side finance to meet unexpected events. Everingham and Hopkins (1982) state further that information on any restrictions placed on the future borrowings of the enterprise by existing loan agreements should be disclosed as this will also affect the analyst's evaluation of the financial flexibility. Other relevant information may include the market value or net realisable value of all unbonded, non-operating and separable assets, details of available unsecured loans and other unutilised lines of credit, unutilised bank overdraft facilities and credit ratings with financial rating agencies.
The financing structure may be altered by changing the relationship between equity capital and outside finance and the relationship between long-term and short-term finance. Relevant information may thus include the gearing targets and rates of return targets set by management, as well as the available options for utilising specialised finance such as government subsidies, decentralization allowances, strategic loans and export allowances. In this regard the Discussion Memorandum (1980) of the FASB confirms that the disclosure of management discussions and the analysis of information about the policies and the plans for future investing and finance activities may be useful for assessments of the financing capacity and thus the financial flexibility of an enterprise.
The potential for altering investment strategies
Future cash flows can be altered by changes in the enterprise's investment strategies as cash flows may be generated by, for example, disposing of non-operating and separable assets without necessarily disrupting operations. Relevant information may include information on the leasing policies of the enterprise. Decisions to enter into sale and leaseback arrangements or financial and operating leases rather than acquiring ownership of new assets, can materially alter the future cash flow patterns of the enterprise. The discontinuance of material segments of the enterprise will influence not only the existing investment strategies, but will also alter the existing operations. At present, segmental reporting identifies the material segments of the enterprise and may serve as a basis for identifying the potential effects on future cash flow patterns. The altering of existing short-term investment policies such as the granting of credit terms, the changing of stock levels and the investment or disinvestment in speculative investments may also influence cash flows.
The potential for altering operations The existing amount of cash generated from operations can be altered materially by changing the cash inflows or cash outflows from operations. Relevant information to the analyst may include plans for future changes in production, increased markups on costs, reductions or increases in fixed and variable costs, reorganisation of production lines, introduction of new products or the discontinuance of existing products or business segments, potential new markets and changes in competitors. The operations will also be influenced by the turnover rates of the working capital and the length of the operating cycle. In this regard the FASB Discussion Memorandum (1980) notes that the faster an enterprise's assets can be converted to cash, the greater its financial flexibility.
Other quantitative and qualitative information The potential for changes in cash flow patterns, can be altered by decisions regarding:
• future expansion and diversification plans • capital commitments • changes in group structures • listing or delisting of an enterprise on a stock exchange • changing the legal structure of the entity (for example from a company to a close corporation) and • contingent liabilities. South Africa's major gold mines are to be found along the northern rim of a huge depression formed nearly three billion years ago and known as the Witwatersrand basin. This golden arc is believed by geologists to be the shoreline of an ancient inland sea.
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Financial flexibility and the assessment of future cash flows
The relationship between financial flexibility and risk
There is an inverse relationship between financial flexibility and risk; the lower the financial flexibility of a company becomes, the higher the risk becomes. "An enterprise that has fully utilised its borrowing capacity in the capital intensive projects may achieve extremely high rates of return but at the expense of sacrificing its financial flexibility and increasing its risk profile." (Everingham and Hopkins (1982) ).
Any decisions affecting financial flexibility should be made within the parameters of risk and rate of return. A low financial flexibility may ultimately influence the solvency of an enterprise facing adverse circumstances and may be critical to the survival of that enterprise (Discussion Memorandum (1980) ). Information on recent changes in the financial flexibility of an enterprise is thus important in evaluating the risk profile.
Developments in cash flow reporting The developments in cash flow reporting in the United States and South Africa are discussed briefly to explain the reasons for the change to cash based reporting. This change has emerged as a result of the recognition of the importance of managing cash and, inter alia, evaluating financial flexibility.
The Statement of Changes in Financial Position forms part of the financial statements of enterprises and until recently was usually reconciled to the net movement in working capital. The importance of cash management to the success of an enterprise has led to an increasing number of enterprises presenting their Statements of Changes in Financial Position on the cash approach.
In the Statement of Financial Accounting Concepts No. 1 (1978) it is concluded that financial reporting should provide information that is helpful in assessing the amount, timing and uncertainty of prospective cash flows of an enterprise. Of interest is that the concepts statement requires not merely historical information but also information useful in projecting cash flows. It is apparent, therefore, that enterprises should include relevant information to assist analysts in forecasting cash flows and reducing future uncertainties.
The Statement of Financial Accounting Concepts No.5 (1984) elaborates further on the information required on cash flows: "Statements of Financial Position include information that is often used in assessing an entitiy's liquidity or financial flexibility, but a statement of financial position provides only an incomplete picture of either liquidity or financial flexibility unless it is used in conjunction with at least a cash flow statement."
The importance of information on financial flexibility was discussed further in the FASB Discussion Memorandum on Reporting Funds Flows, Liquidity and Financial Flexibility (1980) . This Discussion Memorandum identifies specifically the types of information that can assist users in assessing financial flexibility. The key factors in assessing financial flexibility which may require disclosure in the financial statements are identified as:
• the nearness to cash of investments • the ability to obtain additional financing • the amount of operating assets • the ability to increase short-term funds flows by modifying operating and investing activities, including the ability to discontinue operations or sell operating assets.
Although the term financial flexibility is subsequently included in the FASB Exposure Draft on Cash Flow Information (1986) and recently in the Statement of Cash Flows (1987), those proposals omit details as to the type of information on financial flexibility that should be contained in the financial statements.
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It is merely noted in the Statement of Cash Flows (1987) that: "Important uses of information about entity's financial position include helping users to assess factors such as the entity's liquidity, financial flexibility, profitability and risk."
The Accounting Practices Committees (APC) of the South African Institute of Chartered Accountants issued a Discussion Paper on Cash Flow Statements in 1985. The Discussion Paper was subsequently replaced by Exposure Draft No. 63 (1986) . Both these papers concluded that the provision of cash flow information ensures that the users of financial statements are better informed as to liquidity and financial flexibility. They fail, however, to address the type of information on financial flexibility that should be included in the financial statements. In South Africa, therefore, very little emphasis has been placed on financial flexibility information when drafting the financial statements of an enterprise.
While information required by Schedule 4 of the Companies Act may be relevant to cash flow projections, this information is not recognised in the context of financial flexibility. Other information on financial flexibility may be contained elsewhere in the corporate report. It is, thus, apparent that the analyst wishing to assess the effects of financial flexibility on an enterprise's future cash flows must scrutinize the financial statements in detail, in order to seek out all reported information relevant to his predictions.
It is clear that the preparers of the financial statements, have access to all information, as well as a specialised knowledge of the enterprise's business and future prospects. It is, therefore, encumbent on them to communicate this information to the user in the most meaningful format. The relevant information may vary from enterprise to enterprise and currently its disclosure depends largely on the discretion of the preparer.
A guideline on disclosure requirements may to some extent standardize and improve the disclosure of information on financial flexibility. This would ensure that relevant information is neither omitted nor overlooked. If the objective of financial statements is indeed to provide information helpful in assessing the amount, timing and uncertainty of prospective cash flows, such statements will be sadly lacking if they do not contain adequate information on financial flexibility.
The preparer of financial statements wishing to include information on financial flexibility may however be faced with several problems. Information on financial flexibility should, inter alia, assist the user in establishing the influence thereof on future cash flows and thus information on future trends, events and decisions are required. This presents the preparer with two main problems concerned, respectively, with:
• the objectivity and verifiability of information concerning the future, and • the sensitivity and confidentiality of information, the disclosure of which could affect the enterprise detrimentally.
Another factor that the preparer should bear in mind is the cost of including the information on financial flexibility versus the benefit to be derived from the information. Only if the benefits derived from the information by the analysts and other users exceed the costs of including the information in financial statements, is it feasible to include the relevant information on financial flexibility. At present it may be difficult to assess the benefits that users will derive from the information as the specific needs of users for information on financial flexibility is not yet clear.
The preparer may not find it feasible to group all information on financial flexibility under a separate heading as the information tends to be of an interrelated nature thus also pertaining to other sections of the financial statements. It is further submitted that information on financial flexibility is not only obtained from or used with a cash flow statement. Financial flexibility and the assessment of future cash flows states that information on financial flexibility should be used in conjunction with at least a cash flow statement. This is confirmed in the Statement of Financial Accounting Standards No. 95 (1987) where it is stressed that the statement of cash flows should not be used in isolation, but should be used in conjunction with the other components of the financial statements to enhance the value to the analyst.
Suggestions for improvements
At present, there appears to be a gap between the information requirements of the users (specifically the analyst) and the information on financial flexibility contained in the financial statements. The situation is aggravated by the fact that no guideline exists in South Africa as to the minimum information on financial flexibility to be included in the financial statements and further that no empirical study has as yet identified the specific needs of users for information on financial flexibility.
It is therefore suggested that:
• research is necessary to identify the specific needs of analysts and other user groups for information on financial flexibility • preparers of financial statements become aware of the users' need for information on financial flexibility and consider presenting the relevant information in the notes to the financial statements or in the information outside the financial statements, such as in the form of summary tables highlighting borrowing capacity, the cash flow cycle, recovery rates and target ratios • the pending South African Accounting Statement on cash flow information should address the issue of what constitutes minimum disclosure requirements for information on financial flexibility and • consideration be given to expanding segmental reporting to include information on financial flexibility.
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